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“The Female Health Company is committed to empowering women in the developing world by ensuring that
they have access to the FC female condom, one of the most cost-effective ways to dramatically lower HIV
infection rates for women." os. Parrish, Chief Executive Officer, Female Health Company

HIV/AIDS was first reported in the early 1980s.

UNAIDS reports that globally 17.5 million women were
living with HIV in 2004; that's 1 million more than in 2003.

Women continue to be disproportionately affected by HIV.
In sub-Saharan Africa, 60 percent of HIV-positive people are
women; 75 percent of them are married and monogamous.

Sadly, 76 percent of new HIV infections in Africa are in
young women and girls. Women are three times more likely
to be infected with HIV than men.

In Latin America, women represent nearly one-third
(32 percent) of people living with HIV.

The impact of this disturbing trend is far reaching, as
women are society's mothers, teachers and caregivers. The
increase in HIV prevalence among women weakens families
and educational and health systems, and dangerously
erodes society.

In 2004, 6 billion to 9 billion male condoms were distrib-
uted, a number equaling approximately three male condoms
for every man on Earth. During the same period, only one
female condom was available for every 250 women, a
shocking statistic that underlines a gross disparity.

The U.N. Commission on Human Rights has stated that
women and girls continue to bear the brunt of the global
AIDS epidemic worldwide.

* Questions regarding sources for all statistics and other information contained in

this annual report may be sent to our website at www.femalehealth.com.

The Facts FHC Response 2005: FC2 — No Excuses

¢ Multiple independent studies show that FC effectively prevents HIV in men and women.

» When FC is available, studies show that the number of protected sex acts increases between
10 percent and 30 percent.

¢ FC empowers women and remains the only approved female-initiated method of HIV prevention.

* In countries where FC is available and supported by prevention education, it is in high
demand by wemen who want to protect themselves.

* FCis estimated to be 93 percent effective at preventing HIV infection when used correctly
and consistently.

¢ Advances in manufacturing have dramatically fowered the cost of FC, addressing earlier
concerns about affordability and subsequent limited accessibility.

e (On September 28, 2005, FHC announced that its second-generation female condom, FC2, is
available for international markets, and that, in large volumes, it can be produced at a signifi-
cantly lower cost due to improvements in materials and manufacturing.

» Our research shows that FC2 performs statistically the same as FC1 in terms of safety and efficacy.

¢ At a 200 million unit level (globally), cost may be reduced by as much as 70 percent, to just
22¢ per FC2 unit. At this global unit level, $1 million would buy approximately 4,550,000
FC2 units versus 1,675,000 FC1 units; i.e., FC2 availability increases potential protection
threefold.

* FHC also announced a program that permits aggregation of all
public-sector purchases, maximizing price reduction.

¢ Cost-effectiveness studies show that FC2 has the potential to
save millions of dollars in public health expenditure, but this
potential can be realized only if FC2 is made readily accessible.

 Infidelity, sexual violence and economic dependency on men put
women at an increased risk of HIV infection. FC puts safe, effec-
tive, and affordable prevention in the hands of each woman —
on the street, in the village, where she lives.
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“With profound gratitude, we thank all of those who have helped us achieve our best results yet."”
Mary Ann Leeper, Ph.D., President and Chief Operating Officer, Female Health Company

Our Partners Financial Highlights 2005

2005 2004 2003
» Women around the world who need FC NetRevenues  ~ $11,162  $8982  $9046
e Shareholders Netloss . (135%6) (019 (370
* Stakeholders Netlossper Common Share Qutstanding 007  om 013
* FHCteam members around the globe Selling, General and Administrative Expenses 5,706 4463 4825
* Our distribution partners, such as Terpan in France, Hindustan Weighted Average Common Shares Outstanding 23,095 19926 19,020
Latex Ltd. in India and PharmaScience in Canada .
Preferred Shares Outstanding 7 S 56
* Government Ministries of Health that provide access to FC Years Ended September 30 In thousands, except per-share data
as part of overall prevention outreach to women in their
respective countries
* International donor organizations that have supported FC 12,000 16,000 o 60%
training and education, as well as financed FC supplies and sae s 1
distribution — UNFPA, USAID, the World Bank, and the 10,000 - 1266 58 0 Y B
Department for International Development (DFID) s8417 : fia 1 B, no{] e ﬁ} [
8,000 it . 40%
$6,716 ﬁ‘ : 2809 o ]
8,238
6,000 35767 - 8,000 30%
—_— 4,000 20%
- . 4,000
2,000 10%
, , $0 . L) t; L | ) [ . 4 b L L) 0% LJ L] 5 S SR O S
: - 2000 2001 2002 2003 2004 2005 2000 2001 2002 2003 2004 2005 2000 2001 2002 2003 2004 2005
| - Net Revenue Unit Sales Selling, General and
In thousands In thousands’ Administrative Expenses

L as a Percent of Sales

The selected financial data from continuing operations for the three years ending September 30, 2005, are derived
from the audited Consolidated Financial Statements. The information here should be read in conjunction with
“Management’s Discussion and Analysis,” the Consolidated Financial Statements, and related notes, all of which
are included in the finandial report to follow.
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property taxes and the Company’s bad debt provision in 2005 compared to 2004.

Research and development costs increased $94,575 to $273,776 in 2005 from
$179,201 in 2004. The Company filed a patent on a second generation product
(FC2) in the latter part of the 2003 fiscal year. The Company initiated a develop-
ment program related to FC2 in 2004. The increase in costs during 2005 is a result
of expenses related to the safety and acceptability studies for the FC2 program
and setting up a facility in Malaysia to warehouse and manufacture the product.

The Company’s operating loss increased $243,727 to $(1,311,254) in 2005
from $(1,067,527) in 2004 due to the improved gross profit being more than
offset by an increase in operating expenses. Total operating expenses increased
$1,412,834 from $4,689,820 in 2004 to $6,102,654 in 2005 as a result of increases
in advertising and promotional, selling, general and administrative, research and
development, and stock compensation expenses.

Net interest and non-operating expenses decreased $906,959, or 95%, to
$44,402 for 2005 compared to $951,361 for 2004. The reduction in the current
fiscal year is primarily due to the Company eliminating its debt outstanding during
the first quarter of fiscal 2005. The result is a substantially lower amount of both
interest paid and non-cash expenses incurred from the amortization of discounts
on the credit facility during 2005 than in 2004.

Preferred dividends increased $54,206 to $161,207 for 2005 compared to
$107,001 for 2004. The increase occurred as a result of the Company’s issuance
of 473,377 shares of Series 3 Preferred Stock to 11 investors during February
2004, which thereby impacted 12 months of 2005 but only 8 months of 2004.

The Company was able to cover fixed manufacturing overhead costs and
exceeded the break-even at the gross profit level. However, the Company must
achieve cumulative annual unit sales of approximately 19.5 million Female
Condoms based upon the current average selling price per unit in order to cover
operating and non-operating expenses, or approximately 32% of manufacturing
capacity.

Factors That May Affect Operating Results and Financial Condition

The Company's future operating results and financial condition are dependent
on the Company’s ability to increase demand for the Female Condom and to
cost-effectively manufacture sufficient quantities of the Female Condom.

Inherent in this process are a number of factors that the Company must success-
fully manage in order to achieve favorable future results and improve its finan-
cial condition.

Reliance on a Single Product

The Company expects to derive the vast majority, if not all, of its future
revenues from the Female Condom, its sole current product. While management
believes the global potential for the Female Condom is significant, the ultimate
level of consumer demand around the world is not yet known. To date, sales of the
Female Condom have not been sufficient to cover the Company’s operating costs.

Distribution Network

The Company's strategy is to act as a manufacturer and to develop a global
distribution network for the product by seeking the global public sector and by
completing partnership arrangements with companies with the necessary mar-
keting and financial resources and local market expertise. To date, this strategy
has resulted in numerous in-country distributions in the public sector, particularly
in Africa and Latin America. Several partnership agreements have been completed
for the commercialization of the Female Condom in private sector markets
around the world. However, the Company is dependent on country governments
and global donors, as well as city and state public health departments within the
United States, to continue their commitment to prevention of STDs, including
AIDS, by including Female Condoms in their programs. The Company is also
dependent on finding appropriate partners for the private sector markets around
the world. Once an agreement is completed, the Company is reliant on the
effectiveness of its partners to market and distribute the product. Failure by the
Company’s partners to successfully market and distribute the Female Condom or
failure of country governments to implement prevention programs which include
distribution of barrier methods against the AIDS crisis, or an inability of the
Company to secure additional agreements for the AIDS crisis, or an inability of
the Company to secure additional agreements for new markets either in the
public or private sectors could adversely affect the Company’s financial condition
and results of operations.
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opted to exercise 1,200,000 warrants and receive 1,200,000 shares of common
stock and 240,000 incentive common stock warrants. Among the seven accredited
investors participating in this program were three of the Company’s board of
directors (Steve Dearholt, Richard Wenninger and O.B. Parrish) and the bank
which held the Company’s outstanding promissory note (Heartland Bank). As a
result of the exercise of the common stock warrants, the Company received $2.5
million in aggregate proceeds. With the proceeds the Company paid off the
remaining outstanding balance of its long term debt.

Presently, the Company has two revolving notes with Heartland Bank that
allow the Company to borrow up to $1,500,000 and expire July 1, 2006. These
notes were extended on July 20, 2005, at the same terms held when the notes
initially became effective on May 19, 2004. These notes bear interest payable at
a rate of prime plus 2% (prime rate was 6.75% at September 30, 2005). No new
warrants were issued as part of the extension of these notes. These notes are
collateralized by substantially all of the assets of the Company. No amounts are
outstanding under the revolving notes at September 30, 2005.

Additionally, the Company entered into the following formal agreements
during the past several fiscal years, which it expects to contribute to continued
improved sales volumes and operations.

On September 30, 2003, the Company entered into an agreement with the
U.S. Agency for International Development (USAID). Under this agreement, the
Company may supply up to 25 million units of FC to USAID through December
31, 2006, principally for use in family planning programs supported by USAID in
developing countries. USAID has ordered 3 million units of FC for delivery
between September 30, 2003, and December 31, 2004, and has the option to
order up to an additional 6 million units during that period. USAID also has the
option to order up to 8 million units of FC for the 2005 and 2006 calendar years.
USAID has the right to terminate the agreement at any time for its sole conven-
ience, and no assurance can be given as to the amount of FC that USAID will
purchase during the term of the agreement. As of December 19, 2005, USAID
has purchased 3.5 million units.

On March 25, 2004, the Company announced the appointment of Global
Protection Corporation (“Global”) as the exclusive distributor for public sector
sales within a nine-state region in the eastern United States. Global is required to
purchase 2.6 million units within a three-year period to retain exclusive distribu-

tion rights. As of December 19, 2005, Global has purchased 678,000 units.

On December 18, 2001, the Company announced the three-year appoint-
ment of Total Access Group (“TAG”) as the exclusive distributor for public sales
within a 15-state region in the western United States. TAG was required to meet
minimum unit purchase requirements within the three-year period to retain
exclusive distribution rights and achieved the required levels. As a result, effective
January 1, 2005, TAG was rewarded a two-year extension as the exclusive distrib-
utor for public sales within a 20-state region located between the midwestern
and western portions of the United States. TAG is now required to purchase 1.4
million units within the two-year period to retain exclusive distribution rights.

As of December 19, 2005, TAG has purchased 640,000 units under the extension.

As of December 19, 2005, the Company had approximately $1.6 million in
cash, net trade accounts receivable of $1.4 million and current trade accounts
payable of $0.9 million. Presently, the Company has no required debt service
obligations. All principal payments were completed as of November 23, 2004.

If the Company is unable to raise adequate financing when needed, the
Company may be required to sharply curtail the Company's efforts to promote
the Female Condom, to attempt to sell certain of its assets and rights or to
curtail certain of its operations, and may ultimately be forced to cease operations.
Currently, the Company is focused on growing its business and, therefore, the
Company has made no plans to sell any assets nor has it identified any assets to
be sold or potential buyers.

Impact of Inflation and Changing Prices

Although the Company cannot accurately determine the precise effect of
inflation, the Company has experienced increased costs of product, supplies,
salaries and benefits, and increased general and administrative expenses.
Historically, the Company has absorbed increased costs and expenses without
increasing selling prices.

New Accounting Pronouncements

Please see “New Accounting Pronouncements” in Note 1 of the financial
statements.

The Female Health Company | 2005 Annual Report
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Consolidated Balance Sheet

Year Ended September 30 . IN]QF
ASSETS
CURRENT ASSETS
Cash $ 1,775,066
Accounts receivable, net of allowance for doubtful accounts of $58,000 2,040,476
Inventories 883,709
Prepaid expenses and other current assets 344,383
Total Current Assets 5,043,634
OTHER ASSETS
Certificate of deposit 47,934
Patents, net of accumulated amortization of $1,079,405 43,809
Other 185,625
Total Other Assets 277,368
EQUIPMENT AND FURNITURE AND FIXTURES
Equipment not yet in service 207,819
Equipment, furniture and fixtures 4,556,277
Less accumulated depreciation 4,405,947
Net Property, Plant and Equipment 358,149
TOTAL ASSETS $ 5,679,151
LIABILITIES AND STOCKHOLDERS' EQUITY
CURRENT LIABILITIES
Accounts payable $ 559,414
Accrued expenses and other current liabi 664,709
Preferred dividends payable 11,201
Tota! Current Liabilities 1,235,324
LONG-TERM LIABILITIES
Deferred gain on sale of facility 1,134,003
Total Long-Term Liabilities 1,134,003
STOCKHOLDERS' EQUITY
Convertible preferred stock, Class A Series 1, par value $0.01 per share. Authorized 4,300,000 shares; issued and outstanding 56,000 shares 560
Convertible preferred stock, Class A Series 3, par value $0.01 per share. Authorized 700,000 shares; issued and outstanding 473,377 shares 4,734
Convertible preferred stock, Class B, par value $0.50 per share. Authorized 15,000 shares; no shares issued and outstanding -
Common stock, par value $0.01 per share. Authorized 38,500,000 shares; issued and outstanding 23,497,334 shares 234,973
Additional paid-in capital 62,836,236
Unearned consulting fees (105,449)
Accumulated other comprehensive income 315,075
Accumulated deficit (59,944,229)
3,341,900
Treasury stock, at cost, 20,000 shares of common stock (32,076)
Total Stockholders’ Equity 3,309,824
TOTAL LIABILITIES AND STOCKHOLDERS' EQUITY $ 5,679,151

See Notes to Consolidated Financial Statements.
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Consolidated Statements of Stockholders' Equity

Years £nded September 30, 2005 and 2004

Preferred Preferred Accumulated
Stock Stock Preferred Additional | Unearned Other Cost of
Class A Class A Stock Common Paid-in Consulting Deferred | Comprehensive | Accumulated | Treasury
Series 1 Series 3 Class B Stock Capital Fees Compensation Income Deficit Stock Total

BALANCE AT SEPTEMBER 30, 2003
(balance forwarded) $ 560 $ — $ — $195,250 | $56,421,553 | $(182,045) | $ — $ 391,366 $ (56,301,476) | $(32,076) | $ 493,132
Issuance of 473,377 shares of Preferred Stock —_ 4,734 — — 1,495,868 —_ — — — — 1,500,602
Issuance of 41,000 shares of Common Stock
for consulting services — — — 410 72,160 (72,570) — — — — —
fssuance of 53,250 shares of moy.o: Stock. )
upon exercise of stock options — — — 532 74,018 — — — — — 74,550
Issuance of 5,388 shares of Common Stock N - o o
upon cashless exercise of 6,667 stock options — — — 54 (54) — — — — — —
Issuance of 75,000 restricted shares
of Common Stock — — — 750 175,500 — (176,250) — — — —
mmpﬁ of 2,250 unrestricted shares ‘ ) e i
of Common Stock — — — 23 6,750 — — — — — 6,773
Issuance of 95,008 shares of mosmﬁmwanx T 1 - -
upon cashless exercise of 138,750 stock warrants — — — 950 (950) — — — — — —
Issuance of warrants <<_“5 note payable, bank — — — ) — = 961 . | — — — — 51,961
Issuance of 823,000 shares of Common sock | 1 B -
upon exercise of stock warrants — — — 8,230 984,371 — — — — — 992,601
Issuance of 45,303 shares of Common Stock T o 1 B -
as payment of Preferred Stock dividends — — — 453 95,033 — — — — — 95,486
Wm:m:nm of _.w,o“.%.m:mam of Common mamx T N \ i B
as incentive for exercise of stock warrants — — — 500 74,500 — — — — — 75,000
mim:ma Stock azamsaW - — - o — — —_ — — (107,001) — (1 owjoo:[
>3o:_Nmmo= of deferred compensation — — — - — o — 176,250 - - — — _}umwa
Amortization of uneamed consulting fees — — — — - 185,068 — ] - — — Amm.o’mm\
noavasmaam m:norﬂeommv” o - S i 1 R

Net (loss) — — — — — — — — (2,018,888) — (2,018,888)

Foreign currency translation adjustment — — — — — — — 299,823 — — 299,823

Forgiveness of intercompany debt — — — — 249,555 — — (249,555) — — —
COMPREHENSIVE INCOME (LOSS) (1,719,065)
Balance at September 30, 2004 $ 560 $ Puw»i $ — $ 207,152 | $59,700,265 |$ (69,547) | $ — $441634 |$ Gw.nﬁ.wmmv $(32,076) | $ 1,825,357

See Notes to Consolidated Financial Statements.
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Consolidated Statements of Cash Flows

Years Ended September 30 2005 2004
OPERATING ACTIVITIES
Net Loss $ (1,355,656) $ (2,018,888)
ADJUSTMENTS TO RECONCILE NET LOSS TO NET CASH (USED IN) PROVIDED BY OPERATING ACTIVITIES:
Depreciation 56,950 241,148
Amortization of patents 136,818 132,947
(Recovery of) increase in inventory obsolescence (3.356) 12,805
Increase in allowance for doubtful accounts, returns and discounts 47,561 554
Interest added to certificate of deposit (2,802) {3,573)
Amortization of unearned consulting fees 387,848 185,068
Amortization of discounts on notes payable 46,252 678,135
Amortization of deferred income realized on UK. grant — (48,503)
Amortization of deferred gain on sale and leaseback of building (105,071) (102,098)
Common Stock issued to employees 198,807 199,578
Stock compensation 342,076 75,000
Loss on sale of equipment and furniture and fixtures — 7,796
CHANGES IN OPERATING ASSETS AND LIABILITIES:
Accounts receivable (705,118) 779,228
Inventories 523,406 (235,202)
Prepaid expenses and other assets (93,258) (22,962)
Accounts payable 169,539 5,458
Accrued expenses and other current liabilities 156,746 (103,255)
NET CASH USED IN OPERATING ACTIVITIES (199,258) (216,764)
INVESTING ACTIVITIES
Decrease in restricted cash — 129,074
Proceeds from maturity of certificate of deposit 27,062 27,600
Capital expenditures (251,687) (43,990)
Proceeds on sale of equipment and furniture and fixtures — 3,404
NET CASH (USED IN) PROVIDED BY INVESTING ACTIVITIES (224,625) 116,088
FINANCING ACTIVITIES
Proceeds from issuance of preferred stock, class a series 3 — 1,500,602
Proceeds from exercise of common stock options 4,200 74,550
Proceeds from exercise of common stock warrants 2,045,000 992,601
Payments on note payable, bank (500,000) (1,400,000)
Payments on note payable, related party — (1,000,000)
Dividend paid on preferred stock, class a series 1 (7,206) (11,200)
Payments on capital lease obligations (21,980) (34,730)
NET CASH PROVIDED BY FINANCING ACTIVITIES 1,520,014 121,823

The Female Health Company | 2005 Annual Report
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Notes to Consolidated Financial Statements

Note 1. Nature of Business and Significant
Accounting Policies

Principles of consolidation and nature of operations: The consolidated financial
statements include the accounts of the Company and its wholly owned subsidiaries,
The Female Health Company - UK and The Female Health Company - UK, plc. All
significant intercompany transactions and accounts have been eliminated in con-
solidation. The Female Health Company (“FHC" or the “Company”) is currently
engaged in the marketing, manufacture and distribution of a consumer health
care product known as the “FC Female Condom” in the U.S,, and “femidom"” or
“femy"” outside the U.S. The Female Health Company - UK, is the holding company
of The Female Health Company - UK, plc, which operates a 40,000 sq. ft. leased
manufacturing facility located in London, England.

The product is currently sold or availabie in either or both commercial
(private sector) and public sector markets in 87 countries. The product is marketed
in 14 countries by various country-specific commercial partners. The Company’s
credit terms are primarily on a net 30-day basis.

Use of estimates: The preparation of financial statements requires management
to make estimates and use assumptions that affect certain reported amounts and
disclosures. Actual results may differ from those estimates.

Significant accounting estimates include the following:

The market value of inventory is based on management’s best estimate of
future sales and the time remaining before the existing inventories reach their
expiration dates.

The Company evaluates patents for impairment by comparing the net present
value of the asset’s estimated future income stream to the asset’s carrying value.

Although management uses the best information available, it is reasonably
possible that the estimates used by the Company will be materially different
from the actual results. These differences could have a material effect on the
Company’s future results of operations and financial condition.

Accounts receivable and credit risk: Accounts receivable are carried at original
invoice amount less an estimate made for doubtful receivables based on a review
of all outstanding amounts on a periodic basis. Management determines the
allowance for doubtful accounts by identifying troubled accounts and by using
historical experience applied to an aging of accounts. Management also periodi-
cally evaluates individual customer receivables and considers a customer’s financial
condition, credit history, and the current economic conditions. Accounts receivable
are written off when deemed uncoliectible. Recoveries of accounts receivable
previously written off are recorded when received.

A significant portion of the Company’s product is being sold to developing
countries and the stability of the political environment within these countries
could have a material effect on the operations of the Company.

Inventories: Inventories are valued at the fower of cost or market. The cost is
determined using the first-in, first-out (FIFO) method. Inventories are also written
down for management’s estimates of product which will not sell prior to its expi-
ration date. Write-downs of inventories establish a new cost basis which is not
increased for future increases in the market value of inventories or changes in
estimated obsolescence.

Foreign currency translation: In accordance with Statement of Financial
Accounting Standards No. 52, Foreign Currency Translation, the financial state-
ments of the Company’s international subsidiaries are translated into U.S. dollars
using the exchange rate at each balance sheet date for assets and liabilities, the
historical exchange rate for stockholders’ equity and a weighted average
exchange rate for each period for revenues, expenses, and gains and losses.
Translation adjustments are recorded as a separate component of stockholders’
equity, as the local currency is the functional currency.

The Female Health Company | 2005 Annual Report
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Earnings per share (EPS): Basic EPS is computed by dividing income available to
common stockholders by the weighted average number of common shares out-
standing for the period. Diluted EPS is computed giving effect to all dilutive
potential common shares that were outstanding during the period. Dilutive
potential common shares consist of the incremental common shares issuable upon
conversion of convertible preferred shares or convertible debt and the exercise
of stock options and warrants for all periods. The Company’s dilutive potential
common shares were 2,836,472 for the 12 months ended September 30, 2005
and 5,596,617 for the 12 months ended September 30, 2004.

Other comprehensive income: Accounting principles generally require that rec-
ognized revenue, expenses, gains and losses be included in net income. Although
certain changes in assets and liabilities, such as foreign currency translation
adjustments, are reported as a separate component of the equity section of the
balance sheet, such items, along with net income, are components of compre-
hensive income.

During the 4th quarter of 2004, the Company recorded an adjustment of
$249,555 to comprehensive loss. This adjustment relates to the forgiveness of
intercompany debt.

Over the years, the Parent Company has financed the operations of its sub-
sidiaries through an intercompany loan with The Female Health Company, plc.
which was eliminated upon consolidation. The Company has designated the
intercompany loan to be long-term in nature as prescribed by SFAS 52. Further,
the Company followed the guidance of SFAS 52 paragraph 20.b. when translat-
ing the subsidiary’s balance sheet for consolidation purposes. This paragraph
states that “gains and losses on intercompany foreign currency transactions that
are of a long-term investment nature (that is, settlement is not planned or antici-
pated in the foreseeable future) would not be included in the computation of
net income when the entities to the transaction are consolidated.”

The Parent Company forgave a portion of this loan and needed to adjust accu-
mulated other comprehensive income on the balance sheet for the cumulative
amount of foreign currency adjustments relating to this portion of the intercom-
pany loan.

Since the currency effect of the change in the intercompany debt flowed through
comprehensive income (loss) as income while the debt was outstanding, the
Company recorded the currency effect of the debt forgiveness through compre-
hensive income (loss) as an expense when the debt was forgiven.

New accounting pronouncements: The Financial Accounting Standards Board
has issued Statement of Financial Accounting Standards No. 123 (revised), Share-
Based Payment. SFAS 123(R) is a replacement of SFAS 123, Accounting for Stock-
Based Compensation, and supersedes APB Opinion No. 25, Accounting for Stock
Issued to Employees, and its related interpretive guidance.

SFAS 123(R) requires that the compensation cost relating to share-based payment
transactions be recognized in financial statements. That cost will be measured
based on the fair value of the equity or liability instruments issued. The effect of
the standard will be to require entities to measure the cost of employee services
received in exchange for stock options based on the grant-date fair value of the
award, and to recognize the cost over the period the employee is required to
provide services for the award.

The Company will be required to apply Statement 123(R) as of the beginning of
its interim reporting period that begins January 1, 2006.

SFAS 123(R) allows two methods for determining the effects of the transition: the
modified prospective transition method and the modified retrospective method
of transition. Under the modified prospective transition method, an entity would
use the fair value-based accounting method for all employee awards granted,
modified, or settled after the effective date. As of the effective date, compensa-
tion cost related to the nonvested portion of awards outstanding as of that date
would be based on the grant-date fair value of those awards as calculated under
the original provisions of Statement No. 123; that is, an entity would not remea-
sure the grant-date fair value estimate of the unvested portion of awards granted
prior to the effective date of the final Statement. Under the modified retrospective
method of transition, an entity would recognize employee compensation cost for
prior periods presented in accordance with the original provisions of Statement
No. 123; that is, an entity would recognize employee compensation cost in the
amounts reported in the pro forma disclosures provided in accordance with
Statement No. 123.
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the assets of the Company. No amounts are outstanding under the revolving
notes at September 30, 2005.

Interest expense to related parties was $53,752 and $894,385 for the years
ended September 30, 2005 and 2004, respectively.

Note 5. Operating Leases and Rental Expense

The Company has a lease agreement for office space with an unrelated
third party which expires September 2006. The lease requires monthly payments
of $6,055 plus real estate taxes, utilities, and maintenance expenses. The
Company was required to make an initial security deposit of $115,000, which
was reduced to $23,000 in October 2004. The security deposit is in the form of
an irrevocable letter of credit from a bank. The bank presently requires the
Company to hold a $23,000 certificate of deposit as collateral for the letter
of credit.

On December 10, 1996, the Company entered into what is in essence a sale
and leaseback agreement with respect to its 40,000 square foot manufacturing
facility located in London, England. The Company received $3,365,000
(£1,950,000) for leasing the facility to a third party for a nominal annual rental
charge and for providing the third party with an option to purchase the facility
for one pound during the period December 2006 to December 2027.

As part of the same transaction, the Company entered into an agreement to

lease the facility back from the third party for base rents of $474,474 (£268,125)
per year payable quarterly until 2016. The lease is renewable through December
2027. The Company was also required to make an initial security deposit of

$474,474 (£268,125) which has been reduced to $172,536 (£97,500) and is included

in other assets in the balance sheet at September 30, 2005. The facility had a net

book value of $1,398,819 (£810,845) on the date of the transaction. The $1,966,181

(£1,139,155) gain which resulted from this transaction will be recognized ratably

over the initial term of the lease. Unamortized deferred gain as of September 30,

2005, was $1,134,003 (£697,777).
On June 1, 2005, the Company entered into a lease agreement to utilize
1900 square feet of a facility located in Selangor D.E., Malaysia for warehousing

and manufacturing FC2. The lease requires an annual payment of $6,840 and the
lease expires May 31, 2006. The lease shall automatically renew for an additional
six-month period unless either party gives written notice of termination. The
Company was not required to make an initial security deposit.

The Company also leases equipment under a lease agreement which expires
in March 2006. The aggregate monthly rental was $943 at September 30, 2005.

Details of operating lease expense, including real estate taxes and insurance,
are as follows:

Years Ended September 30 2005 2004

Operating lease expense:

Factory and office leases  § 856,525 $ 788,723

Other 11,314 11,007

$ 867,839 $ 799,730

Future minimum payments under operating leases consisted of the follow-
ing at September 30, 2005:

Operating Leases

2006 $ 587,082
2007 N 494,664
2008  a9a664
2000 o 494,664
2010 494,664
Thereafter - 3,069,993
Total minimum payments $ 5,635,731

The Female Health Company | 2005 Annual Report
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Summarized information regarding ail of the Company’s stock options is as
follows:

Weighted Average
Number of Shares  Exercise Price

Outstanding at September 30, 2003 2,665,980 $1.38
Granted 10,000 247
Exercised (59,917) 1.3
Expired or canceled (38,333) 1.80
Outstanding at September 30, 2004 2,577,730 $1.38
Granted 195,000 1.72
Exercised (3,000) 1.40 o
Expired or canceled (108,750) _.co;‘
Outstanding at September 30, 2005 2,660,980 $1.39

Option shares exercisable at September 30, 2005 and 2004, are 2,070,051
and 1,279,017, respectively, at weighted average exercise prices of $1.36 and
$1.34, respectively.

Options Outstanding and Exercisable

Number Wghted. Avg.  Wghted. Avg. Number Wghted. Avg.

Exercise Outstanding Remaining Exercise Exercisable Exercise
Price At 9/30/05 Life Price At 9/30/05 Price
$0.66 150,000 6.25 w[o.‘mm 150,000 w 0.66
1.40 2,305,980 7.58 o 1.40 1,853,366 o :_o‘
1.66 180,000 o mimW 1.66 56,219 ) ‘(._ .66 B
2.40 o 15,000 m.mw 2.40 5,836 2.40 B
‘ 2.70 10,000 8.61 2.70 4,630 2.70 o

$066t0$270 2,660,980

~
(=]
N~
o
-
w
w

2,070,051 $1.36

The Company granted 195,000 options in 2005 and 10,000 options in 2004
to employees and an outside board of directors with exercise prices equal to fair
market value of the Company's stock at the date of grant. Therefore, no compen-
sation expense was recognized related to these options under APB 25 at the date
of grant.

The weighted average fair value of employee options granted for the years
ended September 30, 2005 and 2004, was $1.33 and $2.10, respectively. The fair
value of options was estimated at the date of grant using the Black-Scholes option
pricing model assuming expected volatilities ranging from 47.9% to 52.8%,
respectively, and risk-free interest rates ranging from 3.98% to 4.78%, respectively,
expected lives of three years and no dividend yield for the years ended
September 30, 2005 and 2004.

The Black-Scholes option valuation model was developed for use in estimat-
ing the fair value of traded options which have no vesting restrictions and are
fully transferable. Because the Company’s employee stock options have character-
istics different from those of traded options, and because changes in the input
assumptions can materially affect the fair value estimate, the model may not
provide a reliable single measure of the fair value of its employee stock options.

Common Stock Purchase Warrants

The Company enters into consulting agreements with separate third-party
professionals to provide investor relations services and financial advisory services.
In connection with the consulting agreements, the Company has historically
granted warrants to purchase common stock, although none were issued in 2004
or 2005.

in an effort to generate funds for operating needs and to retire outstanding
debt, between September 2004 and January 2005, the Company conducted a
program to induce the hoiders of the Company’s outstanding common stock
purchase warrants to exercise their warrants. Pursuant to this program, the
Company offered an incentive to such holders providing for issuance of (1) shares
of the Company’s common stock equal to 10% of the aggregate number of common
stock purchase warrants exercised or (2) new common stock purchase warrants
equal to 20% of the aggregate number of outstanding warrants exercised con-
taining an exercise price per share equal to the closing price of the Company's

The Female Health Company | 2005 Annual Report
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Note 8. Preferred Stock

The Company has 56,000 outstanding shares of 8% cumulative convertible
Series 1 Preferred Stock. Each share of preferred stock is convertible into one
share of the Company's common stock. Annual preferred stock dividends will be
paid if and as declared by the Company’s Board of Directors. No dividends or
other distributions will be payable on the Company’s common stock unless divi-
dends are paid in full on the Series 1 Preferred Stock. The Series 1 Preferred Stock
may be redeemed at the option of FHC, in whole or in part, subject to certain
conditions, at $2.50 per share plus accrued and unpaid dividends. In the event of
a liguidation or dissolution of the Company, the Series 1 Preferred Stock would
have priority over the Company’s common stock.

The Company issued 473,377 shares of Series 3 Preferred Stock to 11
investors during February 2004 and received $1,500,602 in proceeds. Each share
of Series 3 Preferred Stock is convertible at any time into one share of the
Company's common stock. Holders of shares of the Series 3 Preferred Stock are
entitled to cumulative dividends in preference to any dividend on the Company’s
common stock at the rate of 10% of the original issuance price ($3.17 per share)
per annum, payable quarterly at the Company’s option in cash or shares of the
Company’s common stock. If dividends are paid in shares of common stock, the
dividend rate will be equal to 95% of the average of the closing sales prices of
the common stock on the five trading days preceding the dividend reference
date. The dividend reference date means January 1, April 1, July 1, and October 1
of each year. In the event of a liquidation or dissolution of the Company, the
Series 3 Preferred Stock would have priority over the Company’s common stock
and holders of any other series of preferred stock of the Company. The Company
may redeem any share of Series 3 Preferred Stock at any time that is after the
second anniversary of the date of issuance of the share, provided that the
redemption may not occur until the first day on or after the second anniversary
of the date of issuance of such share in which the market value of the Company’s
common stock is at least 150% of the original issuance price of $3.17 per share.
The liquidation preference on the Series 3 Preferred Stock is $3.17 per share plus
accrued and unpaid dividends.

Note 9. Employee Benefit Plans

Employee retirement plan

The Company has a Simple Individual Retirement Account (IRA) plan for its
employees. Employees are eligible to participate in the plan if their compensation
reaches certain minimum levels and are allowed to contribute up to a maximum
of $8,000 annual compensation to the plan. The Company has elected to match
100% of employee contributions to the plan up to a maximum of 3% of
employee compensation for the years ended September 30, 2005 and 2004.
Company contributions were approximately $23,000 and $19,000 for 2005 and
2004, respectively.

Bonus and retention program

During 2004, the Company implemented a new management compensation
and employee retention program. The program provided for the issuance of
75,000 shares of restricted common stock as a bonus to senior management with
a market value of $176,250. As of October 1, 2004, the restricted legend was
removed. Under the terms of the retention program, employees were granted
7.750 shares of common stock as a retention bonus with a market value of
$23,328, in which 2,250 shares have been issued and 5,500 shares have been
deferred until a U.K. employee tax restriction lapses. Total expense for these bonus
awards was approximately $200,000 and is included in selling, general and
administrative expenses in the statement of operations for the year ended
September 30, 2004.

During 2005, the program provided for the issuance of 80,000 shares of
restricted common stock as a bonus to senior management with a market value
of $120,000. As of October 1, 2005, the restricted legend was removed. Under
the terms of the retention program, employees were granted 13,500 shares of
common stock as a retention bonus with a market value of $29,307.

In addition, the Company issued 20,000 shares to new employees during
the year ended September 30, 2005. Total expense for these awards was approxi-
mately $49,500.

The Female Health Company | 2005 Annual Report
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Corporate Information

Officers

0.B. Parrish
Chief Executive Officer

Mary Ann Leeper, Ph.D.
President/Chief Operating Officer

William R. Gargiulo, Jr.
Vice President/Secretary (retired)

Michael Pope
Vice President, U.K. Operations

Board of Directors

0.8B. Parrish

Chairman of the Board
Chief Executive Officer

The Female Health Company
Chicago, lllinois

Mary Ann Leeper, Ph.D.
President/Chief Operating Officer
The Female Health Company
Chicago, lllinois

William R. Gargiulo, Jr.

Vice President/Secretary (retired)
The Female Health Company
Chicago, lllinois

David R. Bethune
Chairman and CEO (retired)
Atrix Laboratories

Fort Collins, Colorado

Stephen M. Dearholt
Partner

Insurance Processing Center
Milwaukee, Wisconsin

Mary Margaret Frank, Ph.D., CPA
Assistant Professor

University of Virginia

Darden Graduate School of Business
Charlottesville, Virginia

James R. Kerber
Consultant to the insurance industry
Englewood, Colorado

Michael R. Walton
President/Owner

Sheboygan County Broadcasting Co.
Milwaukee, Wisconsin

Richard E. Wenninger
Chairman, Wenninger Company Inc.
Milwaukee, Wisconsin

Corporate Headquarters
515 North State Street
Suite 2225

Chicago, lllinois 60610
312.595.9123

Manufacturing Headquarters
One Sovereign Park
Park Royal, London, England

Malaysian Facility
Jalan Cheras, Kajang
Selangor D.E., Malaysia

Worldwide Web Address
www.femalehealth.com
www.femalecondom.org

E-mail Addresses
info@femalehealth.com
info@femalecondom.org
fhcinvestor@aol.com

Transfer Agent and Registrar
Computershare Investor Services
Chicago, Mlfinois

Independent Auditors
McGladrey & Pullen, LLP
Schaumburg, Illinois

Legal Counsel

Reinhart Boerner Van Deuren, s.c.

Milwaukee, Wisconsin

Stock Exchange Listing

The Female Health Company
common shares are traded on
the OTC Bulletin Board.
Symbol: FHCO

Inquiries

Shareholders, prospective investors,
stockbrokers, financial analysts and
other parties seeking additional
information about The Female Health
Company (including Securities and
Exchange Commission Form 10-KSB
and Quarterly Reports to Shareholders)
should contact Investor Relations at
312.595.9123. Send an e-mail request
to info@femalehealth.com, or write to:

Investor Relations

The Female Health Company
515 North State Street

Suite 2225

Chicago, Illinois 60610

For more information about The Female
Health Company and The Female
Condom, visit www.femalehealth.com
or www.femalecondom.org. Also,

dial our fax-on-demand service —
800-PROINFO — and enter the compa-
ny code: FHCO.




"Safe Harbor” Statement under the Private
Securities Litigation Reform Action of 1995;
The statements in this release which are not
historical fact are forward-looking statements
based upon the Company’s current plans and
strategies, and reflect the Company's current
assessment of the risks and uncertainties related
te its business, including such things as product
demand and market acceptance; the economic
and business environment and the impact of
government pressures; currency risks; capacity;
efficiency and supply constraints; and other
risks detailed in the Company’s press releases,
shareholder communication and Securities and
Exchange Commission filings. Actual events
affecting the Company and the impact of such
events on the Company’s operations may vary
from those currently anticipated.




Design
Parish Design
Harbert, Michigan 269.469.7593 claudiaparish@comcast.net

Editorial
Leslie Brenton Ward
Chicago, Hlinois 312.263.4557 brentonward@aol.com
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The Female Health Company

515 North State Street
Suite 2225
Chicago, Illinois 60610
312.595.9123
www.femalehealth.com




